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FUNDAMENTAL PROBLEMS OF FEDERAL 
INCOME TAXATION 

SUMMARY 

The problem: what is the sound and enduring solution of the tax 
problem? I. The surtaxes. (1) The surtaxes excessive. Their declin- 
ing yield, 529. — (2) Tax-free securities, 530. — (3) Can the leaks be 
stopped, 532. — (4) Tax morality, 536. — (5) Theory of surtaxes, 537. 

— (6) The scientific solution, 539. — The immediate solution, 540. — 
II. Income taxes on corporations and business. (8) The income tax 
as a producer's or business tax, 541. — (9) Relation between personal 
and business income taxes, 542. — (10) The proposed corporation sur- 
tax, 544. — III. Basis of the Business Tax, 548. — (11) Shifting, 548. 

— (12) Simplicity versus equity, 551. 

The strain of war and reconstruction has severely 
tested the income tax, and has brought into high relief 
both its virtues and its defects. It has proved elastic 
and marvelously productive. At the outbreak of the 
World War (in the fiscal year 1914) the income tax, per- 
sonal and corporate, was producing about $70,000,000 a 
year, less than 10 per cent of the ordinary receipts; and 
at the close of the fiscal year 1917 its yield had been in- 
creased, by easy stages, to $387,382,343, 1 or nearly one- 
third of the ordinary receipts. Then with our entrance 
into the war, it showed its real possibilities. The collec- 
tions of income and profits taxes in the fiscal year 1918 
ran to $2,839,027,938 (68 per cent of the ordinary 
receipts), and two years later to $3,956,936,003. In 
essentials the tax responded superbly, when brought to 
the test. It was paid, during the war, without wholesale 
remissions or postponements, without causing acute dis- 
tress and without violent complaint. 

1 Including the munitions manufacturers' tax and excess-profits taxes amounting to 
$37,176. 
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With the cessation of war and the appearance of in- 
dustrial depression, however, the situation has changed. 
In order to prevent the heavy rates from actually bank- 
rupting taxpayers, a great number of complicated de- 
vices have been introduced, so that the statute is 
understandable only by experts, and the making of 
returns (troublesome to everyone) requires in the case 
of large business concerns laborious readaptation of 
accounts and usually the employment of expert aid. 
These complexities have in turn swamped the adminis- 
trative machine, and the burden of the tax has been 
aggravated by uncertainty arising from delay in the 
examination and audit of returns. "The taxpayer is 
never through." He never knows when he may be 
visited with a large demand for back taxes. These 
and other factors have greatly stimulated avoidance, 
not to say, evasion of the tax. Revenues have been fall- 
ing off, particularly the collections from richer tax- 
payers. It is estimated, for example, that taxpayers 
subject to the personal tax, with incomes over $100,000, 
who reported net income of $1,606,516,153 for 1917, 
returned approximately only $600,000,000 for 1920. 
And the shrinkage in 1921 is likely to be even greater. 

Plainly, there is "something the matter with the in- 
come tax." About the necessity of thoroly revising the 
income tax law at this session of Congress there is gen- 
eral agreement. But what are the deeper defects, to 
what extent and in what way can they be corrected? 
To what extent is it hopeless to look for a real remedy? 
And finally, are the incurable defects so grave that we 
should seek a substitute more promising — or less re- 
pulsive? 

To questions of this type the following discussion 
is addressed. It has in view the very practical end of 
contributing, if possible, to a sound and enduring solu- 
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tion of the tax problem which now confronts Congress. 
No attempt has been made to consider minor questions. 
It need hardly be said that the views and opinions ex- 
pressed are purely personal. 



The Surtaxes 

1 . Excessive surtax rates. The key to tax revision — 
and at once the simplest and most difficult tax problem 
before Congress — is the proper fixation of the upper 
surtax rates. It is charged that those rates are excessive, 
that they practically force wealthier taxpayers to avoid 
or evade the tax, that their yield is shrinking rapidly, 
and that the current of free investment funds has been 
diverted from railway and industrial bonds to tax-free 
securities, with consequent repression of private enter- 
prise and a corresponding fillip to municipal and state 
enterprise. 

The last charge impresses the writer as exaggerated; 
but the remainder seem amply supported by the evi- 
dence. The revenue agents and other tax officials who 
examine the accounts of wealthier taxpayers, the bank- 
ers and lawyers who advise them, the accountants and 
tax consultants who prepare their returns for them, all 
agree — with substantial unanimity so far as I have 
been able to learn — that in large measure the wealthier 
taxpayers are in one way or another avoiding the upper 
surtaxes. 

Income tax statistics confirm the charges, altho they 
are hardly complete enough to prove them. The prin- 
cipal figures are grouped in the tabular statements be- 
low. Between 1916 (when rates were low) and 1918 
when the war rates were in full effect, the number of 
returns and the aggregate amount of net income in- 
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creased greatly. 1 But the income of the very rich (as 
illustrated by incomes of more than $300,000) reported 
for purposes of taxation, fell off in a way which can 
hardly be otherwise explained than as a result of avoid- 
ance through the devices described below. It has been 
asserted that the actual incomes of the rich, particularly 
dividends, decreased in 1918. But this assertion, which 
may be true in minor part, does not explain the shrink- 
age of interest income among the very rich, nor the 
rapidity of the decline in their dividend income. Divi- 
dends may have been slightly smaller in 1918 than in 
1917, but not 46 per cent smaller (as among the very 
rich), except as a result of transferring investments into 
tax-iree securities, splitting up fortunes by gifts, incor- 
porating personal holdings of property, and in general 
utilizing the means by which taxable income may be 
greatly reduced below actual income. 

2. Tax-free securities. There is no reason to believe 
that the shrinkage in the yield of the upper surtaxes is 
ascribable principally to the baleful influence of the tax- 
free bonds. Whilst wealthy men have unquestionably 
transferred large sums from taxable investments to this 
tax-exempt field, the weight of the testimony is to the 
effect that the other factors and devices noted hereafter 
are in the aggregate responsible for more "avoidance" 
than investment in tax-free bonds. And it is not at all 
necessary that there shall be outstanding enough tax- 
free securities to absorb all of the transferable wealth of 
the very rich, in order that the tax-free security should 
do its deadly work. It makes very little difference 
whether there are eight or eighteen billions of "tax- 
exempts" outstanding, altho it is known that the aggre- 

1 Partly and perhaps chiefly due to a reduction of the personal exemptions between 
1916 and 1917. The increase between 1917 and 1918, however, ie not due to changeB in 
the law; and it is practically certain that the actual aggregate net income (as distin- 
guished from that reported for income taxation) did increase between 1916 and 1917. 
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Net Income and Certain Classes thebeof Reported by 
"All Classes" and by Persons with Incomes 
Over $300,000 



Year 


Number of returns 


Net income 
(in millions) 


Dividends, interest 

and investment 
income (in millions) 


All 

classes 


Incomes 

over 
$300,000 


All 
classes 


Income 

over 
$30,000 


All 

classes 


Incomes 

over 
$300,000 


1916 
1917 
1918 


437,036 
3,472,890 
4,425,114 


1296 

1015 

627 


$ 6,299 
13,652 
15,925 


$993 

731 
401 


$3,217 
3,785 
3,872 


$707 
616 
344 


Year 


Dividends (in millions) 


Interest and investment income 
(in millions) 


All 

classes 


Incomes over 
$300,000 


All 

classes 


Incomes over 
$300,000 


1916 
1917 
1918 


$2,136 

2,849 
2,469 


$541 

505 
269 


$1,081 1 
937 
1,403 


$166 J 
111 

75 



gate exceeds the lower figure. What is certain is that 
the quantity is ample to accommodate all the invest- 
ments of the very rich who cannot reduce their surtaxes 
by some of the other devices available. 

However, statistics and extended argument on this 
point seem to the writer superfluous. The essential fact 
is that tax-free bonds of the best class can be purchased 
in large volume at a price to yield 5 per cent a year, or 
more, and that a taxpayer subject to the maximum 73 
per cent rate would have to secure from an industrial 
security or other taxable property more than 18 per cent 
to make the taxable investment as profitable as the tax- 
less investment. In Wisconsin, where the maximum 
state income tax now exceeds 13 per cent, a taxpayer 

1 Contains certain profits and business income of fiduciaries not classified under 
' ' interest and investment income " for 1917 and 1918. The " interest and investment in- 
come" for 1916 should probably not exceed $1,000,000,000 for "all classes" and $140,- 
000,000 for "incomes over $300,000." 
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subject to the highest state and federal rates would 
have to receive 36 per cent from a taxable investment to 
make it as productive as a 5 per cent tax-exempt bond. 
Such a possibility alone is enough to destroy in the long 
run the potency of a 65 per cent surtax. While wealthy 
investors can make from 5 to 6 per cent on their money 
with the best security and with little or no liability to 
taxation, it seems idle to suppose that they will vol- 
untarily embark in investments ordinarily accompanied 
by more risk, which will yield after payment of the tax 
much less than 5 per cent. 

3. Can the leaks be stopped? Is it practicable so to 
amend the law that wealthier taxpayers will be com- 
pelled to pay the surtaxes imposed by law? As a prac- 
tical matter, it seems plain that a negative answer must 
be given. 

(a) Take first the haven of refuge, the outstanding 
state and municipal bonds. For the far future nothing is 
more important than the closing of this refuge. But it 
will require an amendment to the Federal Constitution, 
the ratification of which will consume considerable time ; 
and it would be neither just nor politically possible to 
make the amendment apply to the now outstanding 
state and municipal bonds. In short, this avenue of 
avoidance must remain open for ten or fifteen years at 
least. 

Theoretically, this evil could be mitigated at once, 
by applying the surtax rates to the entire income includ- 
ing tax-free interest and then deducting a proportion of 
the tax equal to the proportion of the entire income 
which is so exempt (as has been repeatedly recom- 
mended by the Treasury Department in the past). An 
even simpler but more drastic remedy would be to con- 
strue the tax-free income as exempt from the lower 
brackets of the surtax — not from the top brackets as 
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at present. But these proposals have been repeatedly 
rejected by the two Congressional committees in charge 
of tax legislation. They regard them as complex and 
of doubtful constitutionality, and they probably have 
little real chance of adoption. 

(b) Many rich men escape surtaxes by incorporating 
their property, the holding corporation receiving the in- 
come and distributing to the owner only such part of the 
income as the latter desires to spend. The rate of the 
corporation income tax is only 10 per cent. Where the 
yield upon the investment does not exceed 8 per cent, 
there is no excess-profits tax to pay. 

The federal income tax has contained since 1916 a 
rather harsh provision aimed at taxpayers who avail 
themselves of the corporate form of organization in 
order to avoid surtaxes; but this provision — now found 
in Section 220 of the Revenue Act of 1918 — is prac- 
tically a dead letter, and has been so from its inception. 
It requires (probably) the government to prove an in- 
tent to evade. Some idea of the character of this prob- 
lem may be gathered from the fact that the worst cases 
of this kind which have come to my attention — i. e., 
cases where the largest amounts of surtax were avoided 
— are cases in which the corporation was formed before 
the adoption of the 16th Amendment. The one-man or 
"personal" corporation which serves as the means of 
avoidance under discussion is innocent enough in itself 
and is an obviously desirable form of business organiza- 
tion for certain purposes. Congress is not likely to out- 
law it. 

(c) To an even greater extent rich men have recently 
divided their property by gift, conveying it usually to 
members of the family and so dividing the former in- 
come into several parts. Practically the same result 
(for present purposes) is reached in a number of south- 
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ern and western states by the community-property 
laws which bring about a division of the ordinary family 
income between husband and wife. 

These are major evils which, theoretically, could be 
remedied rather easily. Gifts could be made subject to 
the income or estate tax; or the difference between the 
original cost and the value of the gift when transferred 
to the donee might possibly be taxed either to donor or 
donee. (If neither is done the gift should certainly be 
valued in the hands of the donee on the basis of its 
original cost to the donee, for the purpose of computing 
profit or loss in case of subsequent sale by the donee.) 
And the community-property problem could be solved, 
along with a number of minor evils, by making family 
income the basis of the tax, as is done in Wisconsin. 
Some action along these lines will possibly be taken. 
It is sorely needed. But it would be rash to conclude 
that all these holes will be effectively stopped. 

(d) Much income has been wiped out by the volun- 
tary taking (through sale) of losses on securities, the 
taxpayer holding assets which have appreciated and 
selling those which have depreciated in value since their 
acquisition. Further, a number of wealthy men have 
deliberately placed large sums of money in promising 
but unproductive investments, the yield from which 
will be realized at some future date when they hope 
that tax rates will be lower. 

The latter device is probably not an important source 
of leakage, and I see no reason why an attempt to block 
it should be made. The former raises the whole question 
of the expediency of taxing gains derived or recognizing 
loss sustained from the sale of capital assets. Unfor- 
tunately, the two go together. We can disallow deduc- 
tion for the losses, if we are willing to exempt the gains; 
but it is very unlikely that Congress will go back to the 
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old rule of taxing the gains and ignoring the losses, or of 
allowing the losses only to the extent of the correspond- 
ing gains. In the opinion of the writer capital gains and 
losses should be recognized for purposes of the normal 
tax, and excluded for purposes of the surtax. This is 
tantamount to a substantial limitation of the tax on 
capital gains, a solution of the problem which has been 
urged by many able students of federal taxation. 

(e) There can be little doubt that both among cor- 
porations and other taxpayers, the extreme war rates of 
the excess-profits and income taxes have been respon- 
sible for much extravagant and doubtful expenditure. 
A partnership whose members were subject "at the 
top" to, say, a 65 per cent tax, could spend money for 
advertising or in wage bonuses at a net cost to the part- 
nership of only 35 cents on the dollar. And among tax- 
payers not engaged in business, the higher surtaxes have 
in some cases stimulated extravagant personal expendi- 
tures, altho these expenditures could not be treated as 
"deductions." 

Here again, a limit could be placed on abnormal ex- 
penditures for advertising, the taxpayer being required 
to charge the excess over the ordinary annual expen- 
diture to capital account. And deductions for wage 
bonuses could be denied, as under the earlier income 
tax laws. But the one remedy is difficult and the other 
unwise ; and no remedy can prevent excessive rates from 
discouraging saving. 

Surveying all these leaks and the proposed methods of 
stopping them, it is reasonably certain that they cannot 
all be adopted. Several are of doubtful constitutionality 
and one or two savor of legislative desperation. "Hard 
cases make bad laws." Restoration to health is not to 
be found in the desperate remedies that kill or cure. It 
is to be found in a return to bearable and enforceable 
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rates. Considering the morale of the taxpayer, as it is 
now and as it can be made in the next few years, the 
volume of tax-free securities outstanding, the weakness 
of the administrative machine, and the years that will 
be required to perfect it, the simple truth is that we are 
overburdening the income tax. Nothing is more com- 
mon in the history of taxation than the demoralization 
of what has been a good tax, as taxes go, by increasing 
its rates until the breaking point is reached. 

4. Tax morality. It should never be forgotten that 
the income tax rests for its success primarily upon the 
honesty of the taxpayer. If taxpayers generally desire 
to destroy or falsify records, it is in my opinion prac- 
tically impossible to prevent it. The morale of the tax- 
payer may be depended upon so long as the rates do not 
"reach his price." But when the tax takes more than 
one-half of the income the honesty of the taxpayer be- 
yond doubt begins to crumble. In my opinion, except in 
time of war or emergency, it begins to crumble when it 
takes more than one-third of the income. All other 
aspects of the question are more or less insignificant 
compared to this. Extreme rates disintegrate the very 
foundation of the tax. It is well to remember that the 
favorable opinion of the income tax which has been 
created in the last generation or two rests for the most 
part upon experience with income taxes which did not 
exceed 6 per cent. When the Wisconsin income tax 
with a maximum rate of 6 per cent was adopted in 1911, 
it was regarded as an experimental and in many respects 
as an extreme tax. The world has had no experience 
over any considerable period of time with national in- 
come taxes carrying rates in excess of 12 or 15 per cent. 
It must be remembered, also, that the failure of the 
property tax in its application to securities and like in- 
tangibles was for years ascribable to the fact that such a 
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tax, if imposed, would take away 30 or 40 per cent of the 
income derived from the security. That explanation 
was, I believe, correct. American taxpayers in times of 
peace will not pay taxes of more than 25 or 30 per cent 
unless they are forced to do so — and in the case of in- 
come taxation, there is no successful way of compelling 
them. 

5. Theory of surtaxes. The evil of the upper surtaxes 
appears particularly in their effect upon savings and 
investment. They are extreme when applied to income 
devoted to personal expenditures; they are next to im- 
possible when applied to the gains which frequently 
result from a mere change of investment or to the un- 
distributed profit of business concerns which embodies 
itself in increased inventories and extension of plant. 
The whole history of the war surtaxes proves, in the 
most practical and concrete way, the truth of two fun- 
damental scientific principles with which economists 
have long been familiar. First of all, the income tax is 
essentially a different thing as it applies, respectively, 
to the consumer and to the producer. The surtaxes 
represent par excellence the personal or consumer's in- 
come tax. This point is discussed below. The other 
scientific principle, usually expressed in the statement 
that the income tax should not apply to savings, has 
been made familiar by Mill, 1 and in more elaborate form 
by Irving Fisher. 2 

As a matter of law and words — the meaning of the 
word "income" — both authorities are in my opinion 
wrong; and this question for the people of the United 
States has now been settled by the recent decision of the 
Supreme Court in the case of Merchants Loan and 
Trust Company v. Smietanka. Moreover, as shown 

1 Political Economy, Bk. V, chap, ii, paragraph 4. 

2 Nature of Capital and Income, chap, xiv, paragraphs 10-12, and Appendix to 
chap, xiv, paragraphs 2, 3. 
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hereafter, their conclusions do not hold for the income 
tax as a business or producers tax; and even for the per- 
sonal income tax they are too baldly stated. Their argu- 
ments justify partial rather than complete exemption of 
savings. As explained by Mill, for instance, the justi- 
fication for the exemption of savings rests upon his well- 
known distinction between productive and unproductive 
expenditure. And Professor Fisher's analysis turns on 
the assumption that whereas income which is saved and 
reinvested is productive, i. e., yields further income, 
income which is "spent" does not yield further income. 
Professor Fisher refers to the spender as a "spend- 
thrift." This absolute contrast or distinction between 
saving and spending contains an indefinite but real 
error (which, I fancy, was recognized tho not expressed 
by the two writers). Much so-called personal expendi- 
ture is saving of the truest kind. Money spent wisely 
for education, for health, in travel, on vacations, in 
paying golf fees rather than doctor's fees, or even money 
spent for dress which increases the earning capacity of 
the spender, is in reality expenditure on capital account, 
for the increase of personal capital. Per contra, saving 
or investment in many cases gives a personal satisfac- 
tion; it is an end in itself akin to ordinary consumption. 
It is frequently, in Professor Fisher's phrase, "the 
desirable event which occurs by means of wealth and 
for the sake of which, consequently, that wealth is 
valued." In short, scientific theory justifies not com- 
plete exemption, but rather some light or moderate 
taxation of saved income, when the needs of the Treas- 
ury require it. But despite these and perhaps other 
minor modifications, recent experience amply confirms 
the fundamental economic expediency and logic of the 
attack on the taxation of savings under a personal 
income tax. 
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6. The scientific solution. Both economic theory and 
experience thus point to the partial or complete exemp- 
tion of saved income or to a tax on expenditures, as the 
principal solution of this problem in the long run. For 
the short run, as the most available psychological or 
political means of securing an adequate reduction of the 
surtaxes under present conditions, there is much to be 
said for the proposed limitation (to say 20 per cent) of 
the surtaxes on income saved and reinvested in securities 
or other property yielding taxable income. 1 But in the 
long run such procedure would be too complex in my 
opinion for successful administration; and I am now 
inclined to believe that a tax upon expenditures offers 
the best solution, altho no final opinion can be expressed 
until a draft containing the details of such a tax has 
been worked out. However, at present, I can see no 
grave difficulties in the proposal, and its practical ad- 
vantages would be very great. The taxpayer and the 
government both would be spared the great difficulty of 
determining depreciation, depletion, amortization, and 
all those difficult items of estimated expenses which rest 
upon valuation and judgment. The inventory problem 
would disappear. Most of all we should avoid the 
difficulty presented by the tax-free bond. 

The tax on expenditures would, of course, present its 
own peculiar problems. There is some little question 
about its constitutionality. It would be necessary to 
draw a line between personal expenditures and expen- 
ditures for profit. Expenditures made on "gentlemen's 
farms" and shooting preserves; real estate taxes paid on 
farms and homes, would raise nice questions. Obviously 
such a tax could not serve as the principal tax on busi- 

1 Explanation and discussion of the details may be found in T. S. Adams, Needed 
Tax Reform in the United States, pp. 11-13, 30, 31; Annual Report of the Secretary of 
the Treasury, 1920, pp. 33, 34, 37, 38; Report of the Tax Committee of the National 
Industrial Conference Board, Special Report No. 18, pp. 35-38. 
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ness. We shall probably keep a flat or normal income 
tax both on individuals and corporations to satisfy the 
tax obligations of producers and earners. But for the 
determination of surtaxes, expenditure appears to offer 
a sound theoretical and practical basis. The $5,000 
exemption, which would presumably be retained, would 
take care of most of the deductions about which debate 
would center. Expenditures for medicine, doctor's bills 
and education of children, along with "the minimum of 
subsistence," should be specifically exempt. The tax 
could not be made applicable to the expenditures for the 
year 1921, but might easily be put into effect beginning 
with the calendar year 1922. x 

7. The immediate solution. As a question of imme- 
diate legislation, however, the best remedy is probably 
the simplest remedy, i. e., a sharp limitation of the sur- 
taxes to a maximum rate that would permit wealthy 
taxpayers to invest in taxable securities, and which 
would stimulate or start the great volume of profit- 
taking which has been held up by existing tax rates. It 
is vitally important that this maximum rate be fixed 
low enough to produce the desired results. It would 
probably be a mistake to cut off the tail by inches. It is 
commonly said in Washington that it will be impossible 
to reduce the maximum surtax below 40 per cent. Per- 
sonally I am in grave doubt whether any such reduction 
would be worth while. For persons subject to a 40 per 
cent surtax and an 8 per cent normal tax a 5J per cent 
municipal bond would be more productive than a 10 per 
cent taxable security. A tax of 33 per cent (25 per cent 
surtax plus 8 per cent normal) is the highest rate which, 
to my mind, would effect the desired results; and a 28 

1 The practical advantages of the expenditures tax were first brought to my atten- 
tion by Mr. G. O. May. They have, however, been independently discovered by Mr. 
Chester A. Jordan, who discusses them most helpfully in a booklet entitled, The Spend- 
inga Tax. 
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per cent total rate in my opinion would be more surely 
effective and profitable to the government. Such a 
reduction of rates would cause a temporary loss of 
revenue, but fortunately this temporary loss would not 
be inordinate. The taxable income now reported in the 
upper "brackets" has so shrunk that a limitation of the 
maximum surtax to 25 per cent would cause a loss of 
revenue, according to my estimates, not in excess of 
$75,000,000 and this estimate takes no account of the 
stimulating effect that lower rates would have on sales 
and profit-taking. If a simple limitation of the maxi- 
mum rate cannot be secured, then the situation is grave 
enough to warrant the reduction on "saved and rein- 
vested income " referred to above. After all, our deepest 
troubles arise from the overstrain brought by exces- 
sive rates applied to business and investment income. 
"Spent income" can stand rougher treatment. 

II 

Income Taxes upon Corporations and Business 

8. The income tax as a producer's or business tax. No 
agreement about income taxation is to be hoped for until 
the truth is realized that the personal income tax and 
the income tax as a business tax are for practical pur- 
poses different things. To put it more exactly: the in- 
come tax is different as affecting taxpayers in their 
respective capacities of consumers and producers. The 
two are, of course, related. They will be, and should be, 
linked together for purposes of administration. But 
their aims, their technique and their limitations are so 
different as to make it absolutely essential to think 
about them first separately, before we think of them 
together. The writer has discussed this question, in- 
adequately, in another place; and for justification of the 
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above conclusion the reader will have to be referred to 
that discussion. 1 Its truth will appear on any considera- 
tion of the jurisdictional problems of income taxation. 
We insist, and the rest of the world insists, upon taxing 
income where it is earned as well as where it is spent. 

If the members of a partnership engaged in business in 
Detroit all live in Canada, and the partnership competes 
actively with business concerns the owners of which live 
in Detroit, our people will not consent to exempt the 
Canadians while the owners who live in the United 
States are taxed on their entire expenditures or income 
(perhaps derived in large part from Canadian invest- 
ments). Moreover, individual business men and part- 
nerships are in active competition with corporations the 
stockholders of which may be drawn from very different 
classes and several different countries. Business com- 
petes with business, not owners with owners. The part- 
nership and the corporation to a certain extent derive 
similar advantages from the government and are the 
source of similar expenses to the government. So long as 
the business world is split into many political jurisdic- 
tions and business men continue to live in one jurisdic- 
tion and own property or conduct business in other 
jurisdictions, so long will there continue to be taxes on 
business and business entities — meaning by business, 
productive activity. 

9. Relation between personal and business income 
taxes. The application of this general truth to the prob- 
lem under discussion is to some extent obvious. A tax 
upon expenditures or "spent income" cannot wholly 
take the place of the income tax as we know it. Income 
must to some extent be taxed where it is earned, at 
rates and by methods determined by the conditions 

1 Proceedings of the National Tax Association, 1917, pp. 1S5-194; also " Preliminary 
Report of the Committee Appointed by the National Tax Association to Prepare a Plan 
of a Model System of State and Local Taxation," Proceedings, 1919, pp. 451-457. 
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under which it is earned — not by the conditions under 
which it is spent. The dual structure of the income tax 
as it exists in Great Britain, the United States and other 
countries is no accident. It is not a mere by-product of 
stoppage-at-source. It is a more or less imperfect recog- 
nition of the fact that corporations and other business 
units derive benefits and compete with one another as 
units, in the jurisdictions in which they do business; 
that it is impossible to ascertain the status of the owner 
of every interest in a business unit; that the business 
entity has an individuality and capacity to pay of its 
own; and that because of these facts business entities 
should in some way and to some extent pay taxes as 
such. 

All this means in a practical sense that if the income tax 
is to be maintained as our principal tax on business, it 
should follow in a general way the structure of the tax 
which we now have. Corporations cannot be exempted 
and the tax confined to the stockholders. Some form of 
a proportional or degressive normal tax must be re- 
tained. Many plans have been devised in recent months 
whereby the corporation might be wholly exempted 
from the income tax, the distributed income being 
taxed in the ordinary way to the stockholders. All this 
is logical enough as regards that part of the corporation 
income tax which may be properly regarded as the 
equivalent of the surtaxes on saved income paid by in- 
dividuals and in effect by partnerships. But it does not 
bear critical examination, and it would not bear the test 
of experience, if applied to the burden or charge repre- 
sented by the normal tax. It would split, if for no other 
reason, on the question of taxing the share of the profits 
assignable to nonresident stockholders. 

In its larger outlines the structure of the present in- 
come tax is sound. The normal tax satisfies the demand 
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for a business charge collected upon all income derived 
from services rendered, property located and business 
transacted with the United States. In the case of non- 
resident aliens and foreign corporations, the normal tax 
should be stopped at source and should apply to interest 
and rentals. But it should not apply to dividends, since 
dividends received from corporations doing business in 
the United States are taxed as part of the income of the 
corporations from which derived, while dividends re- 
ceived by nonresidents from corporations doing business 
without the United States should be exempt from normal 
or business tax. 1 

10. The proposed corporation surtax. Theoretically — 
meaning by that word "in the long run" — saved in- 
come should be nearly if not wholly exempted from sur- 
taxes. If this principle were followed, nothing more than 
the normal tax would be levied on corporations, since 
the distributed income of the corporation would be sub- 
ject to surtaxes in the hands of its stockholders, while 
its undistributed profits would be entitled to practical 
exemption as saved income. But Congress is not now 
likely to follow theory. Surtaxes of considerable weight 
are likely to be retained upon the larger incomes, 
whether saved or spent. Such surtaxes being retained, 
the practical problem of dealing with the corporation 
cannot be satisfactorily solved, because the problem 
starts with a mistake. Its initial premise is an error, 
and any solution must share in that error. 

Many solutions are proposed. (1) A flat corporation 
surtax of 5 or 6 per cent, such as has been adopted in 
Great Britain. (2) A flat corporation rate, normal and 
surtax, of 20 or 25 per cent, the stockholder to include 

1 The theory of the present law as it relates to such dividends is wrong, but in prac- 
tice any foreign corporation can secure the exemption of its dividends from our tax 
when received by resident stockholders by buying a $50 Liberty bond or in any other 
way making even the smallest part of its income " taxable under this title." 
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all dividends in income and thereafter take a full 
credit (dollar for dollar against his tax) of the 20 or 25 
per cent tax which has been paid for him by the corpora- 
tion. (3) A fiat or proportional tax on the undistrib- 
uted profits of corporations with explicit authorization 
of the many forms of "constructive dividends" by which 
corporations have been able lawfully * to distribute 
profits but actually hold the funds for reasonable use in 
the business. (4) Various forms of graduated taxes on 
undistributed profits, the rates progressing in some 
plans in accordance with the ratio of the undistributed 
profit to the total income and in other plans with the 
amount of undistributed profit and its relation to the 
invested capital of the corporation. 

All of these solutions are marked by very grave de- 
fects. A corporation surtax of 5 or 6 per cent, making a 
flat tax of 15 or 16 per cent upon the entire net income, 
would be an exceedingly heavy tax where the profits 
were low. This weakness of the first plan shows itself 
particularly in the case of public service corporations. 
Hence many of those who endorse this plan would 
exempt from the surtax all utility companies subject to 
public regulation. Under the second plan the rate of tax 
upon the corporation would be even heavier; and except 
in the type of corporations sometimes referred to as 
"private corporations" or "incorporated partnerships," 
the rebate or credit to the stockholder would not ma- 
terially ease the strain upon the corporation. In fact all 
of the solutions enumerated in (2) and (4) err, in my 
opinion, in giving the stockholder a credit for the normal 

1 In Eisner v. Macomber (252 U. S. 189) the Supreme Court held that the device of 
taxing stockholders on their distributive shares of the undistributed profits of the cor- 
poration, as is done in the case of partnerships, would be unconstitutional. A few 
lawyers have expressed a partial dissent from this interpretation of the reversal of Col- 
lector v. Hubbard (79 IT. S. 1) in the stock dividend case, but it seems to me wholly 
beyond dispute, at least in the case of corporations other than personal service cor- 
porations. 
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tax paid by the corporation. A normal tax, e. g., a 
moderate tax upon the American Telephone and Tele- 
graph Co., is in no genuine sense a tax upon each stock- 
holder, in such a way that the stockholder is entitled to 
credit for it against his personal income tax, or (if his 
personal income be insufficient) entitled to an actual 
refund or rebate. 

Plans (3) and (4) encounter the business man's deep 
and in many respects justifiable resentment against the 
taxation of savings. Moreover, the plans enumerated 
under (4) are to some degree complicated, particularly 
the proposal to base the graduated rates on the relation- 
ship between undistributed profit and invested capital. 
Even tho the invested capital be based strictly on orig- 
inal cost, it is, for reasons stated in the preceding 
article x indefensibly unequal and complicated in its 
operation. 

It is hard to make choice between these evil alter- 
natives. If the personal surtaxes on saved income could 
be brought as low as 20 per cent, the proposal for a flat 
tax of 20 per cent on undistributed profits would, to my 
mind, represent "the minimum evil." It would have 
the great advantage of equalizing the maximum tax on 
income saved by corporations and unincorporated tax- 
payers. Surtaxes on saved income no doubt are partic- 
ularly harmful. But, if other taxpayers must pay them, 
is there any sound reason why corporations should not 
pay? Under the excess-profits tax, corporations have on 
the whole been taxed more severely than other tax- 
payers. They may fairly ask equal treatment when the 
excess-profits tax is abolished. But it would be the part 
of wisdom for them to share the common lot. If they 
strain for something different, that is or appears to be 
an advantage, they are likely in the end to get some- 

1 Quarterly Journal of Economics, May, 1921, pp. 376-386. 
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thing worse. Moreover, by means of scrip dividends, or 
by taking advantage of an option (through unanimous 
agreement of the stockholders) to be taxed as a partner- 
ship, or by an arrangement with the stockholders to pay 
the increased tax of any stockholder who included in his 
personal return his share of the undistributed profits of 
the corporation — all of which expedients should be ex- 
plicitly legitimized in the law — the corporation could 
escape the tax on undistributed profits altogether and 
yet keep the money for actual use in the business. 
Finally, an undistributed profits tax of 20 per cent 
would be less than the proposed 5 per cent surtax 
(which in reality is a 7 per cent surtax, since the normal 
tax on corporations exceeds that on individuals by more 
than 2 per cent). This follows from the fact that the un- 
distributed profits of the average corporation at the 
present time amount to probably less than 20 per cent 
of its net income. The mere fact that the tax would be 
in form placed upon undistributed profits does not seem 
to me as essential as it does to the average corporation 
and its advisors. On the other hand, this whole problem 
is primarily one for the business men of the country. 
So long as corporations on the whole pay a fair equiva- 
lent for the surtaxes upon saved income paid by other 
taxpayers, the business world may fairly be permitted to 
select the method of taxation which most appeals to it. 
But if surtaxes running as high as 40 per cent are to be 
retained, it will be impossible to place this maximum 
rate upon the undistributed profits of corporations. 
The fact that it would be impossible, I may remark, 
illustrates the deep error of 40 per cent or similar rates 
as applied to the saved income of individuals and part- 
nerships. If unthinkable in the case of corporations, 
they ought to be similarly unthinkable in the case of 
other taxpayers. If the personal and corporation taxes 
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cannot be organically linked by the imposition of the 
same maximum rate on savings, then the first solution, 
the flat corporation surtax of 5 or 6 per cent, impresses 
me as altogether the most expedient and plausible solu- 
tion. It is essentially a compromise, too heavy in its 
indirect burdens upon the small stockholder, and much 
too light upon the wealthy stockholder who saves by 
way of the corporation in order to avoid the individual 
surtaxes. But the situation is one in which some com- 
promise of principle seems unavoidable. This at least 
has the merit of being simple and plain. 

Ill 
Basis of the Business Tax 

The conclusions reached in the preceding section rest 
upon the assumption that the income tax will be re- 
tained as the principal federal tax on business; an 
assumption which is safe for the next year or two. But 
we are equally interested in what should be done in the 
next decade or two. With this in view, it becomes neces- 
sary to inquire what is the true basis of business taxa- 
tion. Here, as elsewhere in taxation, the "true basis" is 
the basis that will work best in the long run, that will 
cause the minimum evil and fit in most helpfully with 
the fundamental conditions of the economic, social, and 
political world in which we live. 

The practical choice here is between net income on 
the one hand and sales or gross income on the other. 
Fortunately it is not necessary to discuss the sales tax as 
an additional tax or as a substitute for the miscellaneous 
excise taxes now in force. The sales tax is of interest 
here only as a substitute for the tax on net business 
income. 

11. Shifting. We may go at once to what impresses 
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the writer as the most potent argument or series of argu- 
ments against the tax on business income. "All taxes," 
it is urged, "are shifted. It is unnecessary and unwise, 
therefore, to saddle business with taxes which achieve 
a semblance of equity at the expense of simplicity, 
certainty and administrative efficiency. Let taxes be 
simple, certain and plain; their equitable distribution 
will be achieved through the inevitable processes of 
shifting or diffusion." There is truth in this. It seems 
to me almost certain that under American conditions 
surtaxes exceeding 50 per cent would in the long run be 
shifted in material part, and that a corporation income 
tax of 15 per cent would be shifted in minor part. The 
accepted economic theory has been that a general per- 
sonal income tax cannot be shifted. But our income 
tax is not wholly a personal tax and it is not general. In 
the face of a large supply of tax-free securities, capital 
will certainly not flow into private business unless there 
is a prospect of earning in the long run as much as it 
could earn if invested in municipal bonds. Assume a 
radical increase of tax rates such as took place in 1917. 
If all taxpayers were subject to the same rate of income 
tax, the level of business profits would rise in the long 
run, and the interest rate upon tax-free bonds would 
fall * until the net return from tax-free bonds would be 
equivalent to the net return from business investments, 
due account being taken of risk and taxes. And the fact 
that some taxpayers are subject to no income tax or to a 
very low rate, does not seriously modify the foregoing 
conclusion. It cannot wholly check the rise in the rate 
of business profits. The flow of poor men's money into 
private business is not equal to the flow of rich men's 

1 This fact is usually forgotten. The rate of return that would otherwise be secured 
from tax-free securities is reduced by the demand for such securities created by the 
liability of other investments to heavy taxation. Municipal bonds are not "untaxed" 
aB they seem to be. 
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money out of private business into public securities. 
The great mass of smaller investors to whom the tax 
rate is a negligible factor, do not seek miscellaneous 
business investments and should not be encouraged to 
do so. It seems to be the opinion of the banking and 
investment world that industrial investments are, in 
the main, made by persons to whom the tax rate is a 
real factor; and this is probably the case. 

Yet, tho all this is doubtless true, its significance is 
frequently misstated. It does not mean that all income 
and profits taxes are shifted, and in particular it does not 
mean that they are promptly or readily shifted. They 
are shifted in part only, and by a slow process of dif- 
fusion. The process is slow because the shifting is 
caused by the withdrawal or transfer of capital which 
does not occur frequently by any general process. The 
repeated charge that business men figure income taxes 
as part of their cost and then charge the customary per- 
centage of profit on the increased cost basis, is next to 
absurd. 1 If it were true, it would only be necessary for 
Congress to increase the income and profits taxes in 
order to increase business profits. Taxes were respon- 
sible in only minor degree for the high cost of living. 
The cost of living went up before tax rates were in- 
creased, it stayed up when tax rates were reduced, and 
it will come down in the future whether tax rates be in- 
creased or reduced. 

The argument that "all taxes are shifted; therefore 
ignore equity and select the simplest tax," is partic- 
ularly misleading. Even tho we may be certain that 
some part of the tax may be shifted or diffused in the 
long run, its initial incidence is of enormous importance. 
Property taxes on buildings are shifted in the long run, 

1 The charge that war prices were due in a material degree to the shifting of income 
and profits taxes i3 discussed in my booklet on Needed Tax Reform in the United States, 
pp. 20-23. 
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but this does not make the tax a matter of indifference 
to the owners of buildings. The proposed sales tax, we 
are told, would operate like a new and general business 
expense, such as an increase in rentals. This impresses 
me as a fair statement for the purpose ; yet a proposal to 
increase rentals or any other cost at the present time 
would be regarded as a matter of vital significance to 
the business men affected. Those who are loudest in 
championing the turnover tax are those engaged in in- 
dustries subject to special sales taxes at the present 
time. They insist that all taxes are shifted; but they 
strenously object to the taxes which they must therefore 
be shifting. Their position is not necessarily illogical 
but it proves that the initial incidence of the tax 
is a matter of deep significance. Whether taxes are 
shifted or not, the fact that the income tax is assessed 
only when the taxpayer has some net income wherewith 
to pay constitutes a most important practical virtue 
of the income tax. The owner of a building or machine 
does not find it any easier to pay property taxes in a lean 
year, because of the sound theory that in the long run 
such taxes are shifted to producers or consumers. 

12. Simplicity versus equity. There is or should be 
nothing sacred about the net income tax. It can claim 
no divine right to supply either the fundamental prin- 
ciple or the practical working measure of business taxa- 
tion. Business taxes are imposed "because it costs 
money to maintain a market and those costs should in 
some way be distributed over all the beneficiaries of that 
market. Looking at the same question from another 
viewpoint, a market is a valuable asset to the social 
group which maintains it and the community ought to 
charge for the use of community assets." x As a matter 
of pure business logic the government might well meas- 

» T. S. Adams, " The Taxation of Business," loo. cit., p. 187. 
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ure the tax by gross business, saying in effect to the 
business man: "You have come amongst us and have 
exploited our market; you have trafficked as much as 
your competitor; whether you have used your oppor- 
tunity as well as he, is not our concern. It is the gross 
volume of your trade which both represents your op- 
portunity and causes our expense. Upon that you must 
pay." 1 

But it is logically essential that the business man 
(not the consumer) should pay. And because moderate 
taxes on net income are shifted less and less readily than 
taxes on gross business; and in particular because taxes 
on net income are imposed only when the taxpayer has 
earnings from which to pay them (or to set aside a re- 
serve for their later payment), net income has come to 
be accepted as the more equitable, certainly the more 
merciful, basis. Nor can I see sound reasons to chal- 
lenge this popular judgment of its superior claims to 
equity. 

The real case against the taxation of business on the 
basis of net income rests upon the very real complexity 
involved in its computation. It is unnecessary to dilate 
upon this theme. The weakness of the net income tax in 
this respect has not been exaggerated. And complexity 
is a major evil, involving the taxpayer in a cloud of un- 
certainty, stimulating evasion and rebellion, clogging 
the administrative machine, and bringing the tax into 
disrepute. 

This is the supreme problem of federal taxation; and 
its controlling factors are imponderables. To take them 
properly into account requires wisdom rather than logic. 
I know of no way of discussing them convincingly in the 
space here available ; and that must be the excuse for the 
personal form of the immediately succeeding paragraphs. 

1 T. S. Adams, "The Taxation of Business," loc. cit., p. 189. 
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If I followed my personal predilections, I should vote 
for simplicity and inequality, selecting many simple 
taxes at light rates rather than more equitable but more 
complex taxes at heavier rates. To illustrate: (a) The 
surtaxes I should convert into an expenditures tax, with 
a high exemption of say $5,000. (6) The normal tax on 
net income I should replace with a low tax on "approxi- 
mate net income." By that term I mean something 
closely akin to "gross income" as it is defined under the 
present income tax law, i. e., before deduction for de- 
preciation, depletion, amortization and the like. The 
sole purpose is by lowering the rate (3 per cent would 
probably be ample even now) to make it possible to 
ignore those complex deductions which now go so far to 
discredit the tax. The basis might as well be described 
as one of "modified gross income." On salaried men 
and investors the tax would take the place of the present 
4 per cent subnormal tax and operate very much like it. 
In the case of producers and sellers of "goods, wares 
and merchandise" further simplicity could be achieved, 
if desired, by giving the tax the form of a sales tax with 
a credit or refund for taxes paid by the producer or 
dealer (as purchaser) on goods bought for resale or for 
necessary use in the production of goods for sale. It will 
be noted that the proposed tax on "approximate net 
income" avoids the strongest arguments against the 
turnover or sales tax, namely, that it would be pyra- 
amided, create a grossly unfair competition between 
synthesized and single-process industries, and exempt 
those occupations or transactions such as banking, 
advertising, professional service and the like in which 
the profit or gain does not arise from a "sale." The 
worst features of the turnover tax arise from its applica- 
tion to "cost of sales," which would of course be sub- 
tracted or eliminated under the proposal here made. 
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(c) The two preceding taxes would fail to reach, as the 
income tax now fails to reach, the majority of the people 
of the country who nevertheless have some real capacity 
to pay as is revealed by their enormous consumption of 
semi-luxuries. This fund of taxable capacity I should 
tap with a number of consumption taxes, both import 
duties and excises, capable of clear definition and suc- 
cessful administration, such as taxes on tobacco, 
amusements, sugar, tea, coffee, chocolate, rubber, and 
gasolene. Such articles would be selected not because 
their consumption is harmful — I believe in the "neces- 
sity" of luxuries — but because they represent effective 
and convenient points at which to tap the taxable sur- 
plus of the consumer, (d) In addition, of course, there 
would be the estate or inheritance taxes, and the stamp 
taxes, from both of which much greater revenues could 
be secured. 

In some such form as this would be the federal tax 
system as I should construct it. The plan has little 
chance of adoption. It serves, however, the useful pur- 
pose of illustrating the futility of basing one's principles 
on one's personal experience. It demonstrates the su- 
preme necessity of subordinating administrative logic 
and personal predilections to the great political and 
social forces which control the evolution of tax systems. 
These forces must be accepted as facts. The historical 
fact is that modern states prefer equity and complexity 
to simplicity and inequality. The cry for equality and 
justice is louder and more unanswerable than the de- 
mand for certainty and convenience. You may think it 
sentimental and stupid, but that does not alter the fact. 

The general property tax, or even the tax on real 
estate, is one of the most difficult taxes known to man, 
or at least would be if conscientiously administered. 
The complexities of our customs law and administra- 
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tion are almost unbelievable to the person who has not 
looked minutely into the details of the law and its ad- 
ministration. The income tax, whose complexity is not 
exaggerated by its critics, spreads and grows; it has a 
deeper and wider following with the passing generations. 
It seems to be particularly irresistible in a democratic 
state in which customs, excise or sales taxes (whose 
burden is or is believed to be regressive) constitute the 
backbone of the tax system. Replace the complexities 
of the income tax with the simplicities of the sales tax 
tomorrow, and within ten years the income tax would 
be back. In the light of financial history "simplicity" 
is a lesser god. 

The truth of this statement can be tested by a simple 
experiment. There is a tax which is costless, incapable 
of evasion, wholly simple, quite productive, and having 
no particularly evil characteristics of incidence and 
burden: the proposed increase of one cent in the first- 
class postal rates. Moreover, at the present time, the 
postal service is running at a deficit. Yet has this 
tax any chance of adoption at a time when the country 
is clamoring for "simple taxation"? Practically none. 
Have the simple and productive "breakfast table" 
taxes any chance of a respectful hearing? None. They 
are ignored by the people, by both political parties and 
by Congress. These, it is stated, are considerations for 
the politician, not for the scientific economist. I know 
of no relevant and enduring factor which the social or 
economic scientist is justified in ignoring. There are 
temporary gusts of irritation or political prejudice, 
transitory whims of fancy, eradicable ignorance which 
may profitably be ignored by the scientist. Perhaps 
some of the imponderables noted above illustrate tem- 
porary rather than enduring factors. But the insistence 
upon equity at the expense (if necessary) of simplicity, 
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the demand for the thoro application of some variety of 
the income tax, are enduring forces which cannot be 
ignored. When conclusions are desired which shall be 
applicable, not to the present moment and not to the 
next century, but to the coming generation, they repre- 
sent the fundamental factors. I accept them not only 
as facts, but as expressing in general direction and im- 
port a larger wisdom than can be drawn from my per- 
sonal feelings and experience. In strategy if not in 
tactics, as regards general direction rather than detail, 
I would put my trust in history rather than in experts. 
"Believe me, sir, there is more wisdom in institutions 
than in men." 

In all this we find the answer to the sound criticisms 
that complexity makes for administrative failure and 
for dishonesty on the part of the taxpayer. It does; but 
I can interpret the stubborn insistence upon "equity" 
only as meaning either that the administration must 
rise to its task or that "equity will be served" even at 
the cost of continued maladministration. As for the 
charge that "the income tax is a tax on honesty," it 
may be noted that while simplicity conduces to honesty, 
it does so no more effectively than equity. The simplest 
taxes in this country, the poll taxes, are the worst en- 
forced. The demoralization of taxpayers under the 
property tax as applied to credits and securities has 
been in no appreciable degree due to complexity. The 
taxes are simple enough. And most of the irritation 
aroused by the income tax in this country is due to its 
enforcement, not to its evasion. The irritation which 
accompanies the collection of direct taxes is a wholesome 
tonic to a democracy. 

Thomas S. Adams. 

Yale University. 



